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IBSTEACT 

Intended as an instructional aid for teachers of 
general busiiaess and other secondary school business courses^ this 
annual bulletin discusses the following four general economic 
conceptsi Opportunity costs^ supply and demand, industrial 
organizaticn 1^ and marginal analysis* For each concept, principles are 
developed which can often be applied in business decisionmaking, 
examples and applications are given, and selected teaching 
suggesticns and references are provided. (HD) 
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Hobart H, Con over 



Dear Colleague \ 



Eaah year the Bureau staff seeks to identify a phase of bustness 
education that warrants greater emphasis, UndDubtedly the recent 
economic recession has focused the attention of many families on prob- 
lems of 1 imi ted financial resources and tremendous wants. Perhaps 
for the fltjt time, some young families are experiencing the realities 
of unemployment j inflation, limited national reaources and the many 
ecological problems associated with pollution and waste. An Informed 
citizen ' today must have a grasp of the advantages of the economic 
system subscribed to in the United States, of the workings of our 
market economy, of domestic and international money systems and their 
relationship to credit, and, most certainly, the role that government 
plays in our economic system. 

An understanding of basic economic theory %b perhaps more impor- 
tant today than ever before In history. The complexity of all economi 
systems, not only that of our own country, Is so great that even the 
most learned economists are not always in total agreentent. 

To assist business teachers to understand these complex yet 
essential concepts, Dr. Donald Lewis, Assistant Professor of 
Economics at Russell Sage College, Troy, New York, has prepared this 
annual bulletin. Dr. Lewis has drawn upon his experience as an Inno- 
vative and creative instryctor to present several instructional 
techniques easily adaptable to classes in general business and other 
secondary school business courses* 

It behooves every business teacher to continue to sharpen his or 
her own econoinic competence and to seek ways for helping students in 
our general business courses to become more familiar with the basic 
economic tools and concepts so important to everyone's survival. 



Hobart H, Conover, Chief 
Bureau of Business Education 



Douglas T. Adamson, Director^ Division ef 
Occupational Education Instruction 
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Intwduction 



The last ten years have witneised the publicatidn of numerous '^ow 
to do It'- books I How to buy # car, obtain a cash loanj make money in 
the stock market, profit from a devaluation, make your own home repairs , 
find inner peace, and so forth. People seem to want simple^ clear-cut 
formulas and prescriptions for attaining their objectives. Unfortunately, 
most problems are complex and unique so that simple, easy-to^flnd solu-- 
tlona are seldom available* 

Econoniics is not a discipline that lends itself to this ^'how to 
do it*' philosophy* No economist has ever written a book entitled "Five 
Easy Steps to Understanding the Economic System." Nevertheless, 
economists have developed tools, concepts, and principles which, vrtien 
used with discretion, can aid in the understanding and solution of many 
societal problems. 

Four general economic topics have been selected for Inclusion in 
this annual bulletin: (1) Opportunity Costs, (2) Supply and Demand, 
(3) Industrtal Organisation, and (4) Marginal Analysis* Within each 
topic, principles have been developed which can often be applied in 
business decision-making* The appllcatlqn of these principles is wide- 
spread, but seldom will neat, unambiguous solutions result. Each con- 
cept will be eKpLalnedt nunterous examples and applications will be given, 
and selected teaching suggestions and references will be provided. And 
finally, the principle will be related to specific pages of the General 
Business and Business Organisation and Hanagemant syllabi where the 
principle has direct application. 

Understanding economics is neither a necessary nor a sufficient 
condition for success in the business world* There are numerous examples 
of successful corporation presidents who have had little or no formal 
training In economics and ^o lack a fundamental grasp of many of the 
tools of the economist. At the same times many people with considerable 
formal education in economics fall miserably in the business community. 
We mi^t then raise the question, "VAiy bother with the abstract ideas 
of economics?" The answer Is simple i economics Is a way of thinking that 
can often shed light on a variety of problems likely to occur In the 
normal course of owning or managing a business or a home* Will economics 
offer clear'-cut solutions to all problems? No! Instead It will provide 
tools and Goncepts vrtiich can facilitate rational decision-making* 



***** 
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Opportimity Cost 



The Concept 

Managers are decision makers, aixd with every decision there is an 
opportuntty cost. Soniatimes these opportimity costs are monetary* 
(Putting money into the stock market requires the investor to forego 
the opportunity of earning interest on that money if it were on deposit 
in a savings account.) At other times, however , opportunity costs are 
not monetary. (Instead of reading a book, a person might be playing 
golf*) Op portunity costs are the sacrifices that one makes as a resu lt 
of a dg_clsi_on t 

Many of the costs of a decision are eKplicit , To produce tennis 
rackets, for eKamples a manufacturer must pay out monies for raw 
materials, labor, rent, and other production costs. Such costs are 
identifiable and easy to calculate. Other costs are implicit . Instead 
of producing tennis rackets, the firm might have made a profit by pro- 
ducing ski poles* This profit must be foregone, however, as an oppor- 
tunity cost of producing the tennis rackets, EKpltctt costs are readily 
recognized in the accounting records of a business. Implicit costs, on 
the other hand, are sacrifices that may not always be self-evident, 

Tiie concept of opportunity costs is so simple that it appears to 
be intuitively obvious. Of course decisions are based on costs; these 
costs are taken into account by the manager, and the best available option 
is selected. But unfortunately this is not always the case. Instead, 
decisions are often made without taking into account all available 
infarfriatlon and costs. Coaching the high school football team, for 
eicamplei involves tremendous opportunity costs. The coach foregoes 
income he would receive if he had devoted the same number of hours to 
a part*"tiiVie job. He gives up precious time that he could spend with his 
wife and family, or he might use the time to work on his car. Instead, 
he must pay a mechanic. This does not mean that coaching football is 
an irrational activity. Rather, the example illustrates the fact that 
the opportunity costs of any activity can be far-reaching. Some of the 
costs will be financial, others wiU be intangible and more difficult 
to define, If one does not carefully take into consideration all 
alternatives, it is possible to undefcstimatfj the reul costs of any 
decision , 



Application of the Concept 

CalculatiQn of Profits , Many small firms oyerstate their profits 
by failing to take into aucount opportunity costs. The business records 
of a small diner show a profit of $7,500, 



Revenue 




140,000 








aent 


$ 2,000 




Utilities 


500 




Supplies 


15,000 




Hired Labor 


15.000 








32.500 


Net Profit 




$ 7,500 









The owner, homvQt ^ has failed to take into account his opportunity costs. 
He has $10 i 000 Invested in equipment and spends an average of 60 hours 
per week at the diner. In so doingi he has passed up the opportunity of 
depoaitJng tho $ 10^000 In a savings account and thus earning 5% per year 
In interest. This would amount tu $500, He has also given up the 
opportunity of working as a short-order cook at a local restaurant where 
he could earn $3.00 per hour or $9^000 per year. 

His accounts \4ien revised to include opportunity costs would, there- 
fore, show a loss of $2,000 rathef 'than a profit of $7,500, 





Revenue 




$40,000 




Expenses 








Rent 

UtlUcies 

Supplies 

Hired labor 

Opportunity Costs 

Money Capital $ 500 
Labor 9*000 


$ 2,000 
500 
15,000 
15,000 

9.500 


42,000 




Los^ 




$ 2,000 



Production Possibility Curve , All economic systems have to decide 
what goods and servlcai they want to produce. Because resources are 
scarce, no society can produce enou^ of each product to completely 
satisfy the needs of Its citizens. This requires countries to produce 
certain conmiodities and to forego the production of others. This 
"foregone" productldn Is the opportunity cost of the gocds produced. 



This concept can be Illustrated w^lth the use of a production possi- 
bility curve. Suppose, for eKample, that a country can produce only two 
goods-^guns and butter. (Guns can be thought of as representing all 
military goods and butter as representing all civilian goods.) If that 
country uses all of Its resources in an efficient manners it will be 
able to produce any combination of guns and butter along the production 
posalbillty curve* 



If the country devotes all of its resources to the production of 
butter, it will be able to produce 200 units. If it devotes all of its 
available resources to the production of gunss it will be able to pro- 
duce 100 units* Or, it mi^t produce som combination of the two, for 
eKample, 75 guns and 100 units of butter, A country that is uatng its 
resources efficiently (production located some^Aere along the production 
possibility curve) can only expand the production of one commodity by 
decreasing the production of the other. If the country wants to produce 
five more guns, It will have to give up 25 units of butter. The oppor- 
tunity cost of each gun will be five units of butter. 

This may seem obvious, but production opportunity cost has often 
been overlooked by very knowledgable people , President Johnson, for 
example, neglected to take the concept of a production poisiblllty 
curve Into account when he endeavored to expand the war on poverty 
(butter) and the war In Vietnam (guns) at the same time. The result 
was high levels of inflation and the eventual abandonTCnt of his commit- 
ment to the war on poverty. Part of the opportunity cost of the Vietnam 
war was the curtailment of social policies vmich sought to reduce 
pdverty In America, 



Applying the Opportunity Cost Concept 

1, If certain students are planning to go to college, ask them to 
estimate all the costs involved. Make sure they include as an opportunity 
cost the income foregone as a result of not going ItOToediately to work, 
ThtB Income is frequently overlooked , and It can be larger than all other 
costa cabined. The total costs of going to college (money costs and- 
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opportunity casts) can then be compared to the expected Income differen- 
tial to determine if college appears to be a good Investment for the 
Individual student, 

2. Aak students fertio are participating in Interscholastlc sports to 
itemize the opportunity costs of such participation* 

3. If the teachers tn your school are unionized, aak students to Inter- 
view those teachers to determine if there are any opportunity costs of 
unionisation* (Such costs might Include loss of individuality, Increased 
rigidities in scheduling, leas effective coimunicatton between adminis- 
trators and teachers, etc.) 

4. BKpenditures for National Security in 1976 are estimated to reach 
$94 billion. Ask selected students to indicate alternative uses of 
these funds. This will help students to appreciate we are giving 
up in order to maintain our level of national defense. 

5. If any of your students are working for a local business organization* 
have them interview the owner to ascertain i^ether opportunity costs ^ 
including personal contributions of tlnte and money, are considered \4ien 
astlmattng profits, (Remember ^ the opportunity cost should be valued 

at the highest alternative use,) 



APPLICATIONS TO CURRICULUM 

For each of the concepts developed In this bulletin, specific 
references are made to pages in the General Business and Business Organi- 
sation and Management syllabi vtiere the concept might appropriately be 
introduced. It Is hoped that teachers of these two subjects will make 
a genuine effort to Integrate the concept into the coverage of topics 
Indicated, Obviously, this publication does not attempt to cover the 
range of economic understandinp that are appropriate to General Business 
and Business Organisation and Management* The bibltography supplied at 
the and of this brochure provides an excellent source of additional 
economic concepts appropriate to these courses. 

General Business 

1. (Page 13)* The scarcity of natural resources vs* unlimited human 
wants can be illustrated with a production possibility curve. The 
decision of '^vrtiat goods to produce*' will determine society's preferences 
at the present time, 

Coimunlst countries do not have a problem in achieving full employ- 
ment or price stability* Tlie question should be raised, however, as to 
^at are the opportunity costs of achieving these goals with the methods 
that are used, 

2* (Page 14) Economic growth can be illustrated by an outward 
eKpanslon of the entire production possibility curife. 



Reference to syllabus page* 



3. (Page 16) Do corporations have the same problems identifying 
implicit costs as sole proprietorships? 



4. (Page 20) The opportunity cost of more consumer goods is the 
capital goods (dams, steel mills » and hi^ways) that must be foregone. 
This may result in slower production growth rates for future generations, 
ConsuTOr goods exhaust resources that mi^t be used for InvestTOnt goods 
essential to the eKpanslon of production In the future, 

5, (Pages 22-3) The expansion of government activities leaves fewer 
resources for the production of civilian goods. 

6, (Page 24) The opportunity cost of not raising taxes sufficiently 
to pay the full cost of government services (deficit spending) may be 
Inflation if the econonty is close to full employment. 

7. (Page 30) Discuss with students the real costs of not achieving 
full employment* Among the costs that might be considered are output 
lost when men and machines bi^ not being used to capacltyj higher crime 
rates, loss of personal dignicy, and many more* 

8* (Page 68) Discuss with students the opportunity costs of savini 
at various types of savings institutions or by various forms of savings 
(savings banks vs* commercial banks vs. government securities), 

9» (Page 70) Are there opportunity costs Involved when one invests 
in the stock market? 

10, (Page 82) The increased role of government in the protection 
of consumars is of concern to some individuals, What are some of the 
sacrifices that a society makes for such consumer protection? Are the 
benefits derived sufficient to justify these sacrifices? 

lU (Page 85) In determining the "right" amount of education, one 
should estimate all the opportunity costs involved. 

12. (Pages 86-7) In many instances * one must sacrifice a high 
Initial salary to obtain a job with good possibilities for rapid pro- 
motion* V^ethgr one chooses the Job with a high Initial lary or one 
with considerable advancement potential, opportunity cost^ ire borne. 

Business Organization and Management 

1? (Pages 24-5) Discuss the opportunity cost of each type of busl^ 
nass ownership. This will be similar to discussing the advantages and 
disadvantages of each type of ownership, 

2. (Page 27) Introduce the concept of transfer pricing and the 
problems that result from vertical expansion. 

3* (Pages 36-7) Ask students to investigate the "costs" of paying 
workers below the prevailing wage rates in the area, (Include the cost 



i 



oi higher turnover j higher absentaeism, low employee morale, and lower- 
ability workeri.) 

4. (Page 39) Emphasise the opportunity costs involved ^en personal 
capital is used in one's own business, 

5, (Pages 47^8) Inventory costs include the coat of investment 
capital (an opportunity cost), storage and handling, obsolescence, 
pilferage, taxes, ordering and set*up costs, and out«-of-stock costs 
(also an opportunity cost)* To determine the optimal inventory level, 
it is necessary to estimate all of these money and opportunity costs. 
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Supply and Demand 



The Coneept 

"Even a parrot ean learn eGOnomlci, All ym have to da is teach 
him to say Supply and demand.' " This is an eKaggeration to be sura. 
Nevertheless J underitanding the concept of lupply and datnand ii assantial 
if one Is to understand how prices are determined in our econOn^ and the 
important role that prices play In the allocation of scarce rnsources. 

A demand curve indicates the quantities of a cOTOiOdlty, .say oranges, 
that people are willing and able to buy at various prices. The curve 
provides an answer to the hypothetical questtont '^ow many oranges will 
be purchased if the price is ?" TtiB answer to this question can 

be arranged in table form or iliustrated with a diagram. 



Price 


Quantity Demanded 


$.50 


100 




..200 


.10 .. 


....300 



Demand Tiible 



PRICE 
I .30 



.10 - 



Domand 
Ourv© 




100 200 300 QUANTITY 



Nearly all demand curves are downward slopingj indicating that 
people buy more Of a eonmodity as price is decreased. There are two 
primary raasons for downward sloping demand curves. First, as the price 
of any commodity (oranges) decreases, people will aubstitute that com- 
modity (oranges) for other more costly conmoditles (apples * pears, and 
grapefruit)/ If the commodity is oranges, they will be thought of as a 
good buy--a bargain. Secondly, people are able to buy more with the 
same income as the price falls; their real income has, in effect, gone 
up. In our illustration, people will be able to afford more oranges. 

It is Important to remember that a demand curve indicates the 
amount people will buy at various prices (with all other variables held 
constant)* Many variables Influence the decision to purchase a particular 
Item including Income, preferences, quality of the pr^oduct, prices of 
other goods, and so on. When one of these Important variables changes, 
the entire demand schedule Is likely to shift, Let*s assume personal 
income^ in general. Is on .the Increase. We would eKpect, under these 
clrcuTOStances, that people would buy more of any coiranodity than before * 
at any given price. 




■i j , 

100 200 300 It-OO 
QUANTITY 

As illustrated above s the entire demand curve could be expected to 
shift to the right. When the price of oranges was $,30 par pound, for 
eKamples people would have bought 200 pounds. But now that their incomes 
have increased, they mi^t be expacted to buy 300 pounds at the same 
given prlcan You can undoubtedly think of many other factors that would 
cause the demand curve for a particular product to shift either to the 
right or to the left. 

Supply 



A demand curve is a reflection of consumer behavior* Producer 
behavior, on the other hand, is reflected in the supply curve* It 
indicates the amount of output that producers are willing to sell at 
various prices, A supply curve provides an answer to the hypothetical 
question: -llow many oranges would be produced if the price were . 
Again, the answer can be shown in a table or by a diagram, 

$.50 



911 



Prtce 


Quantity Supplied 


$.50. . . 


300 


.30. . . 


.200 


.10 , 


100 



f 

0 

^10 




Supply 



100 200 300 
qUAITTITY 



Normally a supply curve is upward sloping, Indicating that firms 
are willing to produce and sell more at higher prices. After a certain 
level of production is reached ^ however, increased output may cause the 
firm's cost per unit to Increase. This can result from several factors* 
THq firm may have to pay higher wages to attract more worUers, or it may 
be necessary to settle for less productive workers* The business may 
have to use land not ideally suited for the production of the product. 
In the case of oranges, the company may seek to increase output by using 
more fertiliser, more water, or improved picking techniques. Because 
each of these factors may result In Increased cost per unit of output, 
any business will be reluctant to incur such added costs unless they can 
be reasonably sure that a higher price will be received for the product. 
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Iniportant variables, othar than price, are held constant vAian drawing 
a supply schedule. As these variables change, the entire supply will 
shift. EKamples of important variables includei wages , productivity , 
weather, and the prices of other crops. If in our eKample some of the 
orange trees were to suffer from a frost, the entire supply could be 
eKpectod to shift to the left* g 



P 
R 
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100 200 300 
QUANTITY 

Before the frost, farmers might have supplied 200 oranges at a price of 
$.30 per pound. After the frost, they are predicted to supply 100* 
Can you think of other factors that would cause the entire supply curve 
to shift to the ri^t or left? 



Equilibrium 

Before integrating the concepts of supply and demand covered up to 
this point, it is Important to understand the concept of equilibrium. 
An equilibrium position is a position from which there is no tendency to 
change* If we were to release a marble on the inside of a bowl, it would 
not remain still, (It would not be in a position of equilibrium.) 
Instead, it would move toward the bottom of the bowl* And after a few 
seconds, the marble would come to rest at ,the bottom of the bowl and 
have no further tendency to move. It would be in an equilibrium posi* 
tion. Furthermore, the equilibrium would only be changed if someone 
were to move the bowl or marble. 




Tho marble is not in 
equilibrium. It will 
move downward. 




The marble is in 
equilibrium. It will 
not have a tendency to 
move i 



Tha equilibrium prlee of any comntc^ity Is determined by the combina 
tion of Supply and demand. By themselves , these concepts are of minor 
importance. Together they determine the price and the quantity of sales 
This conclusion can be Illustrated by combining the supply and demand 
curves shown earlier Into one diagram. 




Wa have identified the price of $,30 as the equilibrium price (Pe) and 
the quantity of 200 the equilibrium quantity (Qg) because once the price 
reaches $*30 there will be no further tendency for it to change. Fur- 
thermore ^ the quantity of oranges that consumers are willing to purchase 
will be equal to the quantity of oranges that flrrai are willing to pro- 
duce. This will not be true at any other price. If the price were 
$,50j consumers would only purchase 100 pounds "*^lle farmers produced 
300, Farmers would not sell all of their output and would be forced to 
lower their price* l^ere would be a downward pressure on the prlce^ 
causing It to fall. If the price were S,l0, consumers would want to 
purchase 300 pounds of oranges while firms would only produce 100, 
Consumers would be able to buy all the oranges they wanted. They would 
consequently bid up the price, and prices would rise. Only at $.30 
would there be no tendency for the^price to change. 

Consumers are always seeking lower prices, while producers are 
seeking higher prices. An equilibrium price represents the balancing 
of these two opposing forces, V^flien there are-many consumeFs and pro- 
ducers, we can say that the prices are determined by the Interaction of 
all of these consumers and producers; that is, by the impersonal forces 
of the market. 

An equilibrium price may not always be a "goorf' price, however* It 
is simply a price that does not have a tendency to change. It will 
almoat always be too low from the producer's point of view and too high 
from the standpoint of the consumers. 

Furthermore, when one of the variables affecting supply or demand 
changes, the equilibrium price and quantity will also change. Consider 
once again our earlier example of an increage In consumers* Income. 
ThtB change will shift the demand to the ri^t, causing the price to 
Increase and the output produced ttf increase. The new equilibrium price 
will be $,40, and the new equilibrium level of output will be 250, 



QUANTITY 



Applications of the Goneept 

ThB Gasoline Shortage * Two years ago there were long watting lines 
at gasoline stations. Supply and demand analysis can help us understand 
the causes, L^fore the embargo by foreign petroleum producers, the 
price o£ gasoline was apprOKlmately $.50 per gallon* This was an equil- 
ibrium priee, with consumers able to buy all the gasoline they wanted*-*- 
in this example 300 gallons. 



P 
R 

I 
C 
B 




51,00 



QUANTITY 

But the embargo shifted the supply schedule to the left* Had the prite 
been determined by the market. It would have risen to $.70 per gallon 
and the consumption level reduced to 200 gallons* However j government 
Intervention prevented the price per gallon from going above $.60, 
This was clearly not an equilibrium priced consumers wanted to purchase 
250 gallons I while service stations had . only 150 gallons to sell. There 
was a shortage (100 gallons) because the government would not allow the 
price to reach $*70* This shortage meant that some mechanism other than 
prica had to be used to allocate the scarce resource-'gasoline* Long 
waiting lines « quantity limitatims, and preference to established 
custoroars all resulted from the fact that the price was below the equil* 
Ibriura level. The forces of supply and demand were not in balance. 
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The Minimum Wage . The mlnlraum wage was ostabllshed to help the 
poor, working class. But does It really help? Supply and demand 
analysis can help us understand all the Implication of minimum wage 
legislation. 

Our previous examples have dealt with the cOOTnodlty market-- the 
market for goods and services. Another major type of market is the 
factor market — the market for land, labor, and money capital. In fac- 
tor markets, the demanders are business firms and the suppliers are the 
households or owners of the factors of production. 
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The above diagram shows in graphic form the supply and demand for 
a Certain type of low-wage worker (laborers) In a particular region* 
The equilibrium wage is |2.00, and the equtlibrlum level of employment 
Is 200* If the governrnent were to raise the minimum wage to $2.25, two 
changes would take place. More people would want to work because of 
the higher wage^ and firms would seek to employ fewer workers. As a 
eoniequence^ there would be a surplus of these particular workers, and 
unemployntent would result. Firms might, for eKample* hire 150 workers, 
but 250 people would be ieeking a job; thus* 100 people would find 
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thetn3elvt.3 without a job. The increased mlniTnum wage would have helped 
same***tha 150 fttnpioyed; but it would hurt others^-not only the 100 
parsons unable to find a job, but the producers who must now pay the 
hi^er wages, and the confiumers wtio will undoubtedly be called upon to 
pay increaied prices. 

Applying the Supply and Demand Concept _ , 

1. With the aislitance of a bowl and marble, illustrate to the alass 
the concept of equilibrtum. Let the marble roll down one side of the 
bowl pointing out how it gradually comes to reat (equilibrium) at the 
bottom of the bowl. This demonstration may appear overly simplistic, 
but it will leave an impression that students will not readily forget* 

2^ Bring a pair of scissors and a piece of paper to class. As you 
out the paper in half , raise the questionj "Which blade of the sheers 
made the cut?" Was it the top blade or the bottom blade? Obvioualyi 
both blades were responstble; together and slnultaneously they cut the 
paper. 

This demonstration Is analagous to tiie concept of price determina* 
tion* What determines the price of a conanodity^-the demand or the 
supply? The answer is that both supply and demand determine the price, 

3* The concept of a demand curve can be reinforced by asking students 
to take part in the formilation of the deinand curve of the class for 
one or more popular items such as apples, candy bars^ ice creamj or 
soda* "Prior to any discussion of the demand functionj the inatructor 
pulls from his pocket a large * polished, red apple* To generate 
limnediate class InvolveMnt and establish some 'feel' for the reasonable 
upper limit of the price that a person in class would be willing to pay 
for an apple j the instructor auctions off the apple." (Weidenaar, I972)i*f 
Indicate to the students that you will bring additional apples to class 
on the following day and that they are to fill out a purchase agreentent 
that will indicate the number of apples they will buy. This will 
require that they indicate the quantity of apples they will demand at 
various prices ($.01 to $.25 for eKample) . They imist do this without 
knowing the price you will charge on the following day* Hake sure 
that the students know that you will actually bring additional apples 
to class and sell them at a price to be announced that day* Students 
will be required to buy the number of apples that they ordered* 

A sample purchase agreement to be used in connection with this 
program is shown at the top of the neKt page. Duplicate a supply of 
the form so that each student may have one copy of the form* 



* Complete reference in the bibliography 
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Sample 
PURCHASE AGREEMiNT 


I agree to purch^ 
prices Indicated 


ase the following quantities of apples at the various 
below on Thursday, October 21, 19 




Signature 


Exantple: It trie 


price la 5.05 per apple, I will buy apples. 




Price Quantity 




5,25 
.24 




.a2 ' 

.01 



After the atudants have returned their purchase agreements ^ the 
teaeher ahould add up the total demand at each price. This will become 
the class* demand schedule for apples* Once the demand curve has been 
computed^ the instructor can decide upon a price* The instructor may 
want to set a price which will ma^imlEe your profits. Obvious ly, the 
price determined will depend on the demand curve and the price the 
instructor roust pay for apples. The students can then readily see their 
demand curve and how the selling price was determined. 

In one deraonitration of this variety, the teacher sold peaches to 
a class. The cost was $*20 and the quantity demanded at $.30 was 40, 
Thus the teaeher wag able to realise a profit of $4.00, Profits can be 
uiidto purchase some needed classroom equipment or given to a school 
organization. The In^ortant outcome, however, is that students gain a 
lasting understanding of demand* 

4* The concept of an upward sloping supply curve Is more difficult 
for many students to comprehend* They often ask why a firm would limit 
sales* They point out that firms appear to be willing to sell all they 
can of a given item at the existing price. Why then should a businessman 
only be willing to sell more than a given quantity if the price la 
increased? 

if your school Is near an agricultural area, ask selected students 
to visit a farmer. Have the farmer explain why his cost of a particular 
agricultural product would go up if he tried to expand production of the 
product. Ask the farmer vrtiat he would do If the current price of one 
of his crops dropped 50%, These activities will get students physically 
Involved, and they will be better able to relate the real world to the 
supply and demand concepts they have been learning in class* 
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APPLICATIONS m CURRICULUM 



There are many places where supply and demand analysis can be 
Integrated Into your course In General Business and other basic business 
subjects, A few specific eKaraples are provided below. 

General Bustness 

Ip (Page 13)* The questions of "what goods to produce , how to 
produce ttiems and u^ich consumers will receive them" are all answered 
in our economic system through the cormnodity and factor markets. For 
example J the number of oranges produced and consumed will be determined 
by the supply and demand for oranges , 

2, (Pages 14-*15) Supply and demand curves are siniply abstract ways 
of looking at the market for consumer and producer goods* 

3, (Page 28) Ask students to analyse the impact of a successful 
advertising campaign on the demand for oranges. If the advertisenient 
involved a popular celabrity, would this make a difference? 

4, (Page 37) Ask students to use supply and demand analysis to 
illustrate the impact of fast, cheap air transportation on the railroad 
passenger business, 

5, (Pages 49-52) The demand for telephones has increased rapidly 
in the past 25 years, ^l^cverthelesSs the price for long distance calls 
has fallen* Use supply and demand analysis to explain this paradoK. 

6, (Pages 67-76) Interest rates charged for bank loans are often 
set by law. Use supply and demand analysis to understand the current 
mortgage market in your area. Are home loans available? If not^ why 
not? mo benefits from restrictions on credit card Intcirest rates? 

7, (Pages 84-89) Ask your students to use supply and demand to 
explain ^y some occupations pay more than others. Doctors earn much 
more than lawyers on the average, l^y? 

Business Organization and Management 

1, (Page 29) Use supply and demand to illustrate the impact of 
labor unions on wages* A labor union may, for example , cause the supply 
curve of workers to shift to the right causing higher wages but less 
employment, 

2, CPages 36-37) Supply and demand is the most widely used theory 
of wage determination, 

3p (Page 53) Demand analysis is one approach to analyzing consumer 
buying habits. It concentrates on the price and allows for changes in 
other factors causing shifts in the demand curve. 



* Reference to syllabus page . 
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4. (Pages 56»61) Dec la ion -making In any business establiahment 
Inevitably requires estimates of future prices. Supply and demand 
eonslderations are powerful toola for projecting future prices of both 
coimnodlties and factors of production. 
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Industrial Organization 



The Concept 

The establishment of the United States of Anerica in 1776 coincided 
with the publicatton of a famous book, The i^ealth of Nations , written 
by the father of economics s Adam Smith, He emphasized two concepts in 
describing the workings of a capitalistic economic system'^^self^tnterest 
and competition* Self ^intereit was defined by Adam Smith as the driving 
force of a capitalistic system thaU induces people to work, produce 
efficiently, Introduce new Ideas* and Invent new products* People are 
motivated by self -Interest * Competition, On the other hand, Is the 
regulator* Competition makes sure that no one producer can take advan* 
tage of consumers or workers* It makes sure that prices are reasonable 
and that the products people want are produced. Competition is the check 
on personal greed* Together, competition and self interest , according 
to the theories of this early economist, result In efficient production 
of needed products at a reasonable cost* 

But the world of Adam Smith is not necessarily the world of today. 
Self-interest Is still alive and well, but how much competition is there 
in the Anerican aconomy today? If one looks at the agricultural sector 
of our country with its thousr ids of small, independent produears, none 
of v^om have any significant aontrol over price, one would conclude that 
there is substantial competition* If, however,' one looks at the clga* 
rette, automobile, or steel industries, each with only a handful of large 
producers with the ability to control prices, one might conclude that 
there is very little competition In our present economic system In the 
United States and that the world of Adam Smith no longer exists* 

Because there is such diversity among industries in America, It Is 
dangerous to generalise. No simple description can reflect the variation 
In degrees of competition In or among industries* Instead, economists 
today have developed a framework for analyzing a particular industry. 
They focus on three aspects of the industry: market structure , market 
conduct, and market performance* 

Market structure consists of the foli^'wlng features* 

1, The degree of concentration * This is usually defined as the 
share of the industry's output produced by the four largest firms, Cnn- 
centratlon ratios are very high in snme iudustrles (cigarettes ^ 81%, 
tires * 70%) and very low in others (women's dresses ^ 7%, furniture ^ 
12%)* Usually the higher the concentration c.itio the less competition 
in an Industry, 

2* The depree of product dlf ferentl atton . This Is the extent to 
which the products of various firms are viewed as being different In 
the minds of buyers, A homogeneous product is one In which the product 
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of various producers is identical in the minds of buyers* EKamples 
would include flat glasij steel, and synthetic rubber. Products that 
are algnlfieantly'different include automobiles, telavision sets, and 
watches. In general , producer goods are much more homogeneous than 
consumer goods. Brand nainas are more important to consumers than 
Induatrtal buyers, 

3* ITie condition O'f entry, Itils refers to the ease or difficulty 
that new firms have in entering an induatry* Q^ese barriers may pre* 
vent new firms from entering an industry even if high profits are being 
earned by the existing firms. Examples of entry barriers would Include 
patent rl^ts (Important In the drug and camra industries), consumer 
attachment (importaht in the automobiles cigarette, and beer Industries)! 
economies of scale which necessitate substantial money capital outlays 
to start a business (important in automobiles and steel) ^riiatural 
resources (Important In steel and aluminum), and government restrictions 
(important in the health care Industry and in all public utilities such 
as talephonei gas, and electricity). 

Market conduct describes the patterns ox behavior of firms in an 
industry* Emphasis would be oni 

Pricing policies . How do firms set their prices? Are the 
prices set by the Impersonal forces of the market? Do firms use cost 
plus a percentage markup forTmsla to set prices? Are there price leaders 
In the industry? Do firms have loss leaders; do they engage in price 
ilningj discrimination j or sklnmlng? 

Sales policies , ^ How smich does the Industry devote to adver- 
tising? iVhat types of advertising strategies are used? Does the adver- 
tising benefit the consumer by making him better Informed? To what 
extent are products varied to Improve? Is it necessary to have a 
complete product line to be successful? 

Inter firm behavior . How do the sellers Interact with each 
other? Is there close and constant communication through trade assnci- 
atlons? Is there Implicit or explicit coordination of policies? Is the 
competition cut- throat or one of live and let live? 

When looking at marke t performance , one is looking at the bottom 
line. Is the industry operating in the beat Interests of society? One 
would want to investigates 

Profit rates . Are they consistently above or below the national 
average? How are profits distributed? Are they retained to provide for 
research and development, or are they distributed to stockholders? 

Efficiency . Do firms produce the largest amount possible, 
given their level of expenditure? Are they lnnovatlve*-qulck to Intro- 
duce new products or better techniques of production? Are there too 
many or too few firms to allow least cost levels of production? 



18 



Analyzing an industry by f(x:using on these areas of structure, 
conduct,, and perforraanGe and by attempting to answer the many lubques- 
tlons In each category , one gets an e?ccellent compos Ite picture of an 
industry. The results of such industry studies show that there are 
tremendous variatlons*-no two industries' are alike. Nevertheless, a 
pattern begins to emerge, and moat industries can be categorized into 
one of four major industrial types^ those v^ich represent pure compe- 
tition, monopolistic competition, oligopoly, and monopoly* The table 
below hl^lights the key features of each type of industry. 



Industry 


Ek ample 


Number of Sellers 


Type of Product 


Ease of Entry 


Pure Comp, 


Agr iculture 


Many small Firms 


Homogeneous 


Very Easy 


Mon* Gomp.. 


Retailing 


Many small Firms 


Differentiated 


Easy 


Oligopoly 


Automobiles 


Few large Firms 


Differentiated 


Very Difficult 


Oligopoly 


Steel ' 


Few large Firms 


Homogeneous 


Very Difficult 


Monopoly 


Electricity 


One Firm 


Homogeneous 


Impossible 



Application of the Concept 

1, Should a highly concentrated industry be broken up into smaller 
companiea to create greater competition? From time to tin^ one hears 
cries from politicians or consumer advocates that the automobile, 
petroleum, or drug industry should/. be more dispersed. General Motors, 
for eKaraple, might be divided into five or siK companies that would 
compete with each other and have different stocldiolders* Buick and Olds*' 
mobile would be completely autonomous companies with different boards of 
directors and corporation presidents. Instead of being dtvis.ions of the 
same company as they are at present, they would become competing firms. 

As we know, there is some precedent for such action* Shortly after 
the turn of the century, the American Tobacco Company and the Standard 
Oil Company were "divided*' into several competitive firms. Each of the 
new firms seemed to bp large enough to achieve the necessary economies 
of scales snd competition was increased. 

Should other large corporations be broken up? ^e, answer to this 
question is extreTCly complex, and a good answer based upon a complete 
analysis cannot be provided in this short paper. However, it is clear 
that an objective answer could undoubtedly be obtained after looking 
at the structure, conduct, and performance of the industry in question. 
Subdivision of major large corporations may increase competition and 
result in lower prices to consumers* It may also result In firms that 
are too small to be efficient and hence result in a raise in prices for 
consumers* A complete study of each proposed Industry must be made 
before sound conclusions can be reached. 
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A preliminary study by Leonard ^eiss (Case Studies In American 
Industry ) auggests that subdivision should be considered in some indus- 
tries. The table below cOBapares actual concentration ratios with 
concentration ratios necessary for firms to be efficient* As you can 
readily setj some of the Industries have higher concentration ratios 
than necessary * 



Industry 


Concentration Necessary 
For Efficiency 
(Percentage) 


Actual Concentration 
(Percentage) 


Typewriters 


40 - 60 


78 


Tractors 


40 - 60 


67 


Soap 


16 - 24 


53 


Rubber Tires 


5 - 11 


78 


Petroleum He fining 


7 


32 


Automobiles 


20 - 40 


98 


Cigarettes 


20-24 


82 



2* Some industrlea consistently earn higher profits than others, Why? 
^e Important variable is the concentration ratio. Those industries 
with high concentration ratios tend to have hl^er than average profit 
rates* Examples would include the autotnobllej drug, and petroleum 
industrleSi Industries with low concentration ratios tend to have lower 
profit rates. Examples would Include the lumber, apparel, and textile 
Industries, These latter industries have few barriers to entry, while 
the high profit Industries have substantial barriers. 

The prospective entrepreneur is in soma^at of a bind. Industries 
that h ave high profit potential are extremely difficult to enter; It 
may take $10 billion to establish an efficient steel mill. On the other 
handi industries that are easy to enter seldom are high profit makers. 
When they argj the high pr of Ite accrue to only a few of the companies, 
and the industry Is often short-lived. Witness the recent experience 
of thousands of individuals who entered the cattle business when prices 
were high , only to see net earnings drop suddenly and dramatically. 
Retailing is another eKample. Each year thousands of new firms are 
started. Many of these businesses fall In the first year or two. Only 
a few of those remaining are able to earn higher than average profits. 
Entry is relatively easy and profits are modest. 

Applying the Industrial Organisation Concept 

1. The best way for students to learn the concepts of business struc- 
ture, conduct^ and performance Is to use case studies of selected 
industries. This can be facilitated by a prior description by the 
teacher of a particular Industry. Case Studies in American Industry 
by Leonard Weiss contains excellent studies of the agricultural , 
electric power, steel, and retailing Industries, Other interesting 
Indus trios v^leh have been written about in depth include the 



pharmaceutical, petroleum, automobile, computer, and photographic 
equipment Industries, Students should, If possible, be encouraged to 
select an industry ^Ich has production facilities nearby* They can 
then visit the firm and discuss the nature of competition in the 
industry and how it affects their advertising and pricing policies* 
Local firms will be especially willing to cooperate vAien they realise 
that the students are engaged in an organized and carefully planned 
study of the industry* As students becon^ physically involved In 
visiting flrmSj abstract ideas will take on meaning, 

A teacher mi^t also Invite a representative from a local firm to 
discuss before the entire class the nature of competition In the par* 
tlcular Industry* Ihe concepts of structure, conduct, and performance 
will provide a fraTOWork for both teacher and students to ask dis- 
cerning questions, 

2* Concentration ratios in most industries have changed little in the 
last 25 years. The fast- food Industry Is an exception with McDonald's 
dramatic growth. Traditionally , restaurants have been crassifled as 
being monopollstlcally competitive. Most coimmmltles are served by 
several locally owned family businesses with no one business really 
dominating the Industry* A case study of the restaurant Industry and 
the role that McDonald's has played In changing this structure will be 
a natural interest generator for most students v4io are likely to fre* 
quent one of the McDonald outlets. It would be Interesting to explore 
the following questions: 

a. Are there economies of scale In fast-food restaurants? If 
so, \4iat Is the optimal size firm? Do the economies result primarily 
from production, researchj development, advertising, or other sources? 

b. Have local restaurants In your area suffered from the renent 
opening of a McDonald -s restaurant? 

c. What are the prerequisites for obtaining a franchise? 

d. How much autonomy do local managers have in the operation 
of their business? 

e* Did changing economic conditions ioh ar the developTOnt of 
McDonald *s? 

Are these developments likely to affect other areas of retailing? 

3* High school students are very Interested In automobiles , Have your 
students debate the advantages and disadvant? ^;es of breaking up the 
au t omobl le Indus try * 
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APPLICATIONS TO CURRICULUM 



General Business 

1, (Page 14) Productivity, growth, and stability can also be used 
to measure the performance of a particular Industry, 

2, (Page 17) The classification of businesses can be analyzed even 
further through the conaideration of conduct, structure, and performance, 

3i (Page 23) Discuss the general characteristics of goods and 
services that result in their being provided by gwernment rather than 
by private enterprise, vfliy are these services sometimes provided by the 
governTOnt and at other times by privately owned and regulated utilities? 

4* (Page 28) Discuss the possibility of categorizing Industries 
by the type of advertising they utilise. Is the advertising TOSsage 
usually informative^ emotlonal**psychological, or both? Do the grocery 
and cigarette Industries advertise in similar ways? V^y not? 

5, (Page 30) An important aspect of the conduct of an Industry Is 
the amount of money devoted to research and development* 

6, (Page 31) Vftiat Is meant by free competition? Is It really free 
when many industries have substantial barriera to entry? 

7, (Page 34) The automobile Industry Is' an excellent Industry to 
study In depth with respect to structure, conduct, and performance. 
(It is very Important to the econon^ of the country , It Is highly con* 
centratedj and the annual profit rates are well above the national 
average •) 

8* (Page 35) There are many economists and politicians \4io question 
the usefulness of governmental regulatory bodies. This Is especially 
true of agencies which regulate the railroads airline, and trucking 
industries. Why is there so much controversy on this topic? See If 
students are able to identify some of the major unanswered questions 
raised with regard to governmental regulatory bodies, 

9, (Pages 46*47) It would be Interesting to study the competition 
between the mall, telephone ^ and telegraph companies * Are they rela^ 
tlvely similar or substantially different services? 

10* (page 53) Television advertising may have reduced competition 
among many companies* But, obviously, a business needs a substantial 
advertising budget to take advantage of national advertising, 'Ihe 
larger the businessj the greater the likllhood there will be fewer 
similar flrma and less competition* To \Aat extent does national adver*- 
tlalng give McDonald's an advantage over similar local restaurants? 

11, (Page 56) Competition among newspapers has decreased in most 
urban areas. Investigate how many newspapers are In your region today? 
How many were there 25 or 50 years ago? What factors can be attributed 



22 



to this diCltne in corapetitlon? If today there is only one paper in 
your comirainitys does this nean that the paper his a monopoly and can 
pursue any course of action it so desires? What other media compete 
with newspapers? 

12. (Page 72) New laws in New York State are changing the nature 
of competition in the banking indwitry. One such law allows banks to 
aKpand the number of branchei* Will this lead to more or less competi- 
tion? Compare the advantages of an independently owned local bank with 
one bank that has branches throu^out the State* 

Another recent banking law allows savings banks to issue checking 
acGDunta* ^tll this proraote or inhibit competition? (The April 1976 
issue of the Month ly Review of the Federal Reserve Bank of New York has 
an interesting article describing the conduct^ structures and performance 
of the banking industry in New York State*) 

13, The health insurance industry is another interesting area for 
study. Be sure to investigate the role of Blue Cross and Blue Shield, 
Whose interest do these non-profit organisations serve — consumers j or 
hospitals and doctors? 

14* (Page 83) What la the role perforned by most trade associations? 
Do they promote competition or provide a vehicle for competing firms to 
collude and prevent serious competition? 

Business Organization and Management 

1* (Page 22) Patents can be an absolute barrier to entry in 
Certain types of business. Their wisdom has been questioned by many 
economists* How can a patent be Justified? Could a system of licen*- 
sure avoid some of the problems associated with patents? Great Britain 
provides an interesting alternative* 

2, (Page 22) Ask students to identify several industries In vAiich 
there Is little competition either as to price or product? Raise the 
question: Do manufacturers of automobiles compete as to price? Ask 
itudents to compare the price of a similarly equipped Ford, Cheverolet, 
and Plymouth i 

3, (Page 27) Combinations and mergers are a very Important aspect 
of modern Industrial organisation* The history of the merger movement 
in the United States Is fascinating to study because most mergers have 
taken place in brief spurts of activity* Concentration ratios in most 
industries I however, have changed very little since World War I* 

4, (Page 28) Governstent regulation helps to determine the structure 
of an Industry. In turn, the structure of an Industry helps to determine 
whether the government will become actively Involved in the regulation 

of that Industry, 

5* In African Capital lam—The Theory of Countervailing Power , 
J*n Kennett Galbraith suggests that powerful unions are most likely to 
develop In those industries wltti hl^ concentration ratios. In such 
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cases, the power of large corporations has been offset by large labor 
unions. Ask students to try to. cite eKamples of these points, 

6* (Page 38) Some Industries require large amounts of .fixed 
capital, and this becOTiea a very important barrier to entry. Ask 
students to give examples* 

7. (Pages 53*54) Whey is It that industrial goads tend to be more 
homogeneous in variety than consumer goods. Are the buyers better 
informed and more rational? Discuss this phenomenon with students* 

8. (Pages 53-54) How do retatlers attempt to differentiate their 
product from the competition in the market place? One feature of 
monopolistic competition is excess capacity. Ask students to Invest!* 
gate selected local retail stores to determine if they are operating 
short of full capacity. One way to find out the answer to this question 
is to ask managers if they would like more customers at existing prices* 
If the answer is "yeSj" they are likely operating short of full capacity, 
and the expansion of sales would lower their average costs* Some people 
argue that there are too many retail stores and that elimtriatln^ some 

of them would Increase efficiency and result in the lowering of prices 
for customers. Do you agree? V/ould the customer continue to have the 
same wide choice? 
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Marginal Analysis 



The Concept 

Without training In economics, one ii likely to consider many 
economic phenomena in terms of averages or totals. If you are able 
to have students begin to consider economic events or options In ternis 
of their occurrenca at tha margin s an important economic concept will 
have been achievad* 

One way to achieve this goal is through repeated use of eKamples 
of marginal analysis. If in diacusiionSs repeated reference Is made to 
the margin, eventually students will begin asking such questions as: 
**I3 that the marginal cost or the total cost?-- 'liow much output will 
one mora worker produce?'' \^en they dOj you will know they are beg In ^ 
ning to appreciate an important economic concept. 

Staffing Decisions . If an employer Is trying to determine how many 
amployees to hire* he needs to know the additional output one more worker 
will produce. That is considered the ''marginal product of the last 
worker,*' If the output of an additional worker can be sold for more than 
his salary^ he should be hired. This principle is simple enou^, but 
implementation is often difficult. It Is often nearly impossible to 
estimate accurately the marginal product of a worker. Nevertheless s one 
must be aware that this information is essential before a correct decision 
can be assured with respect to business eKpansion, 

Applications of the Concept 

Personal Employment Decisions , All of us miat make declstons con- 
cerning the number of hours we would like to spend on a weekly basis in 
the labor force. Frequently this decision is beyond our control because 
of union agreentents or company policy, but one usually has some dlscre"^ 
tlonary control over the ammint of work activity, 

'.^ethef a person spends 20, 40, or 60 hours weekly at work will 
frequently depend on the type of job, the sl^e of the worker's family 
and their desires, the prevailing wage rate, and many other factors. 
One other factor that is particularly important Is the amount paid In 
federal Income tax. It is essential to know how much of any earned 
income will be lost In inconte taxes, 

llie table below arranges the federal income tax schedule In a form 
that helps the determination of the "tax take,'' Kote that both marginal^ 
and average tax rates are shown. Tlie average tax rate Is the percentage 
relationship between total taxes due and level of income. The marginal 
tax rate is an indication of how much these taxes will increase as 
income increases. Refer to the chart and consider the following exaraplesi 



25 



® A person's current taxable annual income is $1,500, Thera Is 
an opportunity to increaie the annual inconie by $100 a year- 
The tax liability on this extra income will be $15 (15 percent 
marginal tax rate x $100), Taka^hoine pay, consequently j will 
have bean increased by $85* 

9 Another person is currently earning enough that his net taxable 
income la $50s000. This person also has the opportunity to 
increase his net taxable incoTO by $100. The marginal tax rate 
of a person in this income bracket is 50 percent, lake*home pay 
will, therefore* be increased by only $50, 

Note that there is a substantial difference between average and 
marginal rates* flach rate, however, can be useful. If one wants to 
determine his or her Income tax liability, the average rate should be 
used. If one's total taxable income is $30,000, the total taxes will 
be $7,890 ($30,000 x ,263). However, each additional $1 of taxable 
income will increase the tax "take" 39? ($1 x ,39), Decisions con- 
cerning whether or not to work overtime or to accept an Increase in 
salary involving much greater Job responsibilities must be considered 
with reference to the marginal tax rate* 



FEDERAL 


INCOME TAXES 


FOR MMRIED TAXPAYERS PILING JOINT RETURNS 


Taxable 


Inc ome 


Marginal Tax Rate 


Averaie Tax rate* 


$0 




1,000 


14% 


14.0% 


1,000 




2,000 


15 


14.3 


2 , 000 




3,000 


16 


14.8 


3,00u 




4,000 


17 


15.3 


4,000 




8,000 


19 


16.7 


8,000 




12,000 


22 


18.2 


12,000 




16,000 


25 


19.7 


16,000 




20,000 


28 


21.2 


20,000 




24 , 000 


32 


22.8 


24,000 




28,000 


36 


24.5 


28,000 




32,000 


39 


26.3 


32,000 




36,000 


42 


27.9 


36,000 




40,000 


. . .45 


29.6 


40,000 




44,000 


4^ 


31.2 


44,000 




52,000 


50 


33.5 



* Based on Man Inconte of each bracket. The average tax tates have 



been rounded to the nearest tenth of one par cent* 

Production Decisions # An important determination that production 
businesses must make is the level of output that will result in the 
bluest level of profits. To make this determination, it is crucial 
that One understand the concepts of marginal costs and marginal revenue* 
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Most people are probably familiar with break-even analysis* Total 
costs and total revenue are projected on a graph for several levels of 
output. At first, total costs are greater than total revenue i but 
eventually total revenue will catch up and surpass total cost. The 
reason is that the marginal revenue (the revenue from selling one niore 
unit) is greater than the inarginal cost (the additional cost of pro- 
ducing one more unit). Although total revenue Is at first below total 
cost (some fined costs will be Incurred even if nothing is produced) ^ 
total revenue raises faster and eventually oKCeeds total costs. 




The point at whloh total revenue equals total cost is the break- 
even point* In the eKample above, the break-even point occurred at 100 
unlCa of production. If production and sales are below 100 units, a 
loss will be sustained. If production and sales are above 100 units, 
a profit Is likely to result. A break-even chart is helpful for 
determining the minimum level of production that must be reached before 
losses can be eliminated* 

Recently, In connection with an overseas study program, fixed costs 
of $5,000 had, to be incurred. These were costs that had to be met 
regardless of the number of students accepted In the program* The 
marginal cost for each student was $800, and Included expenses such as 
food, transportation, and housing. Each student was to ^ charged 
$1000 to provide marginal revenue. By constructing a break-even chart, 
the college concerned was able to determine that 25 students had to 
enroll In the overseas program before the program would break even, A 
total of 28 students took part In the study program, resulting In a net 
profit of $600. 

The eKample used above is an over-slmpllf Icatlon Inasmuch as It 
assumes that marginal costs and marginal revenue are constant for All 
levels of output. For most firms, however, marginal revenue falls as 
Output Increases, ^Is results irm the fact that the price nwst be 
lowered to attract additional customers. The marginal cost usually 
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falls as production increases, but eventually an increase can be expected 
as higher wages are paid to attract additional workers or less competent 
help must be employed, A hypothetical but typical pattern involving 
marginal cose and marginal revenue is shovm In the following graphs 



D 
0 
L 
L 
A 







Ilarginal Cost 












Plax Imitation 












\s,^ Marginal 


J- i = . . - 




\ Revenue 



LEVEL OP OUTPUT 
In this casCs the firm can TnaximiEe profits by producing at the 
level where marginal costs equal niarilnal revenues 150 units of 
output. If J Instead, the firm produced only 100 unlta, profits could 
be increased by expanding production, Hemember, profits are the dif- 
ference between total revenue and total costs. If total revenue 
incraasas by more than total costs, profits must go up. On the other 
hand, if the producer should try to produce more than 150 units, total 
costs will go up by more than total revenue and proftts will decrease, 
A firm will maKiTnlge profits by prnduclng at the level of output -where 
niarginal revenue just equals marginal cost. 



Applying the Marginal Analysis Concept 

1, Catfish Hunter s a pitcher for the New York Yankees, Is one of the 
highest paid athletes in professional sports. His recent contract 
signing was the beginning of a running debate among sports fans over 
whether or not he was worth the multi-million dollar amount involved. 
One means of answering this question is to measure his marginal contri- 
bution to the finances of the ballclub. This can be done by comparing 
the average attendance on days when he pitches with the average atten- 
dance vAien somenne else is pitching* The difference might be? cmigldDred 
Hunter's contribution. This attendance differential multiplied by the 
numbgr of starts during the course of a baseball season multiplied by 
the average price of a tickat will provide a rough approximation of his 
worth to the team. 
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Ask your students to keep attendance figures for your school base 
tall team for the rest of the season to determine = the '^worth'' of their 
favorite pitcher. 

2, Assume that the regional manager of a local sales organization is 
constdering hiring one mora salesperson. She currently employs three 
salespersons in each of her two sales districts* She has estimated 
total sales expected by employing various numbers of salespersons and 
tabulated this information as shovm below. 



No, of Salespersons 


Estimated 


Sales 


District 1 


District 2 


1 


$ 600,000 


$300,000 


2 


1,000,000 


550,000 


3 


1 ,200,000 


750,000 


4 


1,300,000 


900,000 



She must decide whether to hire a fourth salespersou In district 1 or 
in district 2, Use marginal analysis to show that the next salesperson 
to be employed should be placed in district 2 even though average sales 
are projected to be less in that district, 

3. Marginal analysis can also be important ir making transpor taCion 
decisions. It will help students to understand the differences in 
operational costs for various types of carriers. The table below com- 
pares cost of operation for three types of freight carriers. 



Comparative Operating Coats 


Hode 


Fixed Costs 


Variable Costs 


Truck 
Train 
Ship 


Low 
Moderate 
High 


High 
Moderate 
Low 



FiKgd cos ts are those which must be incurred regardless of Che dis- 
tance traveled. These would include Items such as the cost of loading 
and unloading of the freight, Harglnal costs are those costs vAiich vary 
with the distance the freight is carried. These would include fuel and 
operating crew costs. 

Have students visit or call local transportation agencies for 
estimates of the cost of shipping freight 100, 500, and 2000 mllei on 
different types of carriers. Have them compute the average cost per 
mile and the marginal cost for each type of carrier. Compare the 
results with the above table. 
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AVPLICATira^S TO CURRICULUM 



General Business 

1, (Page 24) The ooncept of marg inal tax rates is very Important 
In underi tandlng federal and state Income taxes • 

2* (Page 34) Have students estimate fixed and marginal costs of 
operating automobile for one year, 

3* (Page 35) Con^are the cost of a trip to Boston via private 
automobile vs* bus for one, two, three, and four people^ respectively. 
EKplaln vAiy the narglnal cost for transporting one more person by auto- 
mobile is near zero. Does this make hitch-hiking feasible? 

4. (Page 42) Discuss £lxed and marginal costs for varioui modes 
of transportation, 

5* (Page 46) Use marginal cost analysis to explain why company 
advertising on national televislw is the cheapest Mans for reaching 
large numbers of people. 

6, (Page 85) Explain how education Increases One's marginal pro* 
ductivity and hence Increases one's earning potential. 

7. (Page 88) Analyse the impact on the Tnarglnal productivity of 
workers oti 

a, the purchase of mw sophisticated equipment 

b, the hiring of addltlOTal workers 

c, on^ the* job training 

d, higher wages 

Business Organization and Management 

1, (Page 33) Use the concept of marginal productivity to establish 
a procedure for determining the optimal amount of on-the*job training. 




I .1 

Years of Training 

2. (Page 36) Marginal productivity is the most generally accepted 
theory of wage determination* The theory is not without limitations 
but has greater applicability to a capitalistic econoj^ than any other 
explanatlOT. 
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3, (Page 38) It is importarit to distinguish between fiKed costs 
and variable costs (those thflt are affected by the level of output). 
Only variable costs affect marginal costs* 

4, (Pages 40-41) When budgets are expanded (or cut, as most school 
budgets are experlenc ing) , departments frequent ly rece ive the same per- 
centage Increase (or decrease), regardless of size or need. ^Is is a 
simple procedurep but not as likely to yield optimal results as one that 
investigates the marginal contribution of each department and makes the 
largest cuts where marginal contributions are the lowest, 

5, (Pages 46-47) Have students compare fixed and marginal costs 
for various means of freight transportation, 

6, (Page 51) Discuss reasons vAiy advertising Is likely to exhibit 
diminishing marginal returns; that is, after a pointy the Impact of 
additional advertising will begin to decline. 
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ENaOLLMl^KXS IK BUSINESS SUBJSCT3 FOR 1975-76 



Course 

ADP 1 

ADP 2 

Kaypunch Operation 
Other ADP 

Bookkeeping/ Accounting 1 
Bookkeeping/Accounting 2 
Bookkeeping/ Accounting 3 
Accelerated Bookkeeping 
Machina Bookkeeping 
Recordkeeping 1 
Recordkeeping 2 
Recordkeeping 3 
Business Mathematics 
Business English 
Business Law 
Business Management 
Consumer Education 
Exploratory Business Education 
General Business 
Machine Shorthand 1 
Machine Shorthand 2 
Machine Shorthand & Trans, 
Manual Shorthand 1 
Manual Shorthand 2 
Manual Shorthand 3 
Manual Shorthand/Trans. 1 
Manual Shorthand /Trans, 2 
Acc e 1 e r a tad She r t hand 
Personal -Use Shorthand 
Machine Transcription 
Sacratarial Practice 
Office Practice 1 
Office Practice 2 
Clerical Practice 1 
Clerical Practice 2 
Office Reproduction Operation 
12th Vocational 
Typewriting 1 
Typewriting 2 
Typewriting 3 

Introduction to Typewriting 
Personal Typewriting 
Accelerated Typewriting 
Civil Service 

Cooperative Work Experience 
,Orientation to Work 
Other Business Subjects 
Integrated Business Practice 
Senior Intensive Stenography 
Office Simulation 

Total 
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